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Amortization 


11 


IN  the  absence  of  specific  instructions  in 
deeds  of  trust  or  wills,  those  charged  with 

the  administration  of  trust  funds  are  required 
by  the  laws  of  the  State  of  New  York  to  in- 
vest in 

B<Mids  and  mortgages  on  unincumboed  real 
property  in  this  State  worth  50%  more  than 

the  amount  loaned  thereon. 

The  securities  in  which  savings  banks  are 
authorized  to  invest. 

The  latter  class  of  investments,  on  account 
of  the  nature  of  the  security,  commonly  com- 
mands a  premium,  which  is  lost  if  the  bond  is 
held  until  maturity.  This  loss  must  be 
charged  either  against  principal  or  income. 
K  charged  against  income,  it  should  not  be 
written  oQ  at  one  time,  but  should  be  ab- 
sorbed by  amortization. 

Amortization,  as  herein  discussed,  is  the 
gradual  charging  off  and  extinction  of  the 
premium  paid  for  a  bond,  by  setting  aside 

at  each  interest  period  a  certain  amount  of 
the  fixed  interest  the  bond  bears,  the  amounts 
set  aside  being  so  calculated  that  at  the  matur- 
ity of  the  bond  they  will  equal  the  premium 
paid. 

[3] 


Under  decisions  handed  down  by  the  Court 
of  Appeals  of  this  State,  it  has  been  held  that 
in  the  absence  of  a  clear  direction  in  a  will  to 
the  contrary,  where  a  testam«itary  trustee 
purchases,  at  a  premium,  bonds  having  a  term 
of  years  to  run,  such  a  proportionate  deduc- 
tion should  be  made  from  the  fixed  interest  as 
will  make  good,  at  the  maturity  of  the  bond, 
the  pranium  paid  and  thus  preserve  the  prin- 
cipal of  the  fund  intact;  in  other  words,  the 
premium  should  be  amortized.^ 

The  language  of  the  will  and  the  surround- 
ing circumstances  might  indicate  a  different 
intention  on  the  part  of  the  testator,  in  which 
case  his  intent  would  control,  but  to  justify  an 
exception  to  the  rule,  the  intent  should  be  ex- 
pressed in  the  very  clearest  manner.^ 

The  failure  of  the  testator  to  cause  it  to  ap- 
pear clearly  in  the  will  whether  the  wearing 
away  of  premiums  should  fall  upon  principal 

1  The  Courts  have  held  that  when  securities  purchased  by  the 
creator  of  the  trust  are  received  by  the  trustee  the  whole  mteien 
received  should  be  treated  as  income  and  that  the  hfe  tenant  should 
not  be  charged  with  any  part  of  the  premium  at  which  such  secunUeB 
may  have  been  inventoried.  .      ,     ,  „  • 

*  If  it  is  deairad  that  the  life  tenant  shall  receive  the  full  mcome 
from  securities  purchased  at  a  premium  without  providing  for 
the  gradual  extinction  of  such  premium  so  as  to  bring  them  to  par 
at  maturity,  tiie  intent  diould  be  deelaMd  in  plffSMolocy  ■oeh  m  ttae 
following: 

"The  trustee  named  herein  is  hereby  diieeted  to  charge  all  premiums 
on  invesUnoitB  acainat  princiiwl  and  not  acainst  income." 

[4] 


or  income,  has  given  rise  to  litigation  and  has 
necessitated  the  construction  of  wills  by  the 
Court,  after  considering  the  condition  of  the 
parties  in  interest  and  the  surrounding  cir- 
cumstances, in  ord»  to  determine  the  relative 
rights  of  life  tenants  and  remaindermen.  In 
some  cases  the  expense  to  the  estate  has  been 
greater  than  the  amount  involved.  When  it 
is  incumbent  upon  a  trustee  to  preserve  the 
principal  of  the  estate  intact,  the  object  is 
the  protection  of  the  remaindermen. 

For  mstance,  if  a  $1,000  bond  having  20  yean 

to  run,  bearing  interest  at  4%  payable  semi- 
annually, were  purchased  at  110%  or  for  $1,100, 
when  the  bond  matures  and  is  paid  at  its  face 
or  par  value,  the  $100  premium  would  be  lost 
if  it  had  not  be^  amortized^  and  the  estate  de- 
fdeted  to  the  injury  d  the  lemaindennen. 

The  interests  of  the  life  tenant  must  also  be 
considered. 

If  the  trustee  charged  the  whole  amount  of 
the  premium  paid,  against  accumulated  income 
at  the  time  of  the  purchase  in  the  instance  above 
given,  he  would  exhaust  the  semi-annual  interest 
received  on  the  bond  for  two  and  <me-half  years. 
If  the  life  tenant  died  during  or  at  the  end  <k  that 
time  he  would  have  remved  no  return  what- 
ever from  the  investment;  thwefore,  the  pre- 
mium should  be  reduced  gradually,  i.  e,,  by 
amortization. 


[5] 


If  a  bond  is  purchased  above  par»  the  rate 
of  interest  earned  on  the  sum  invested  is  less 
than  the  rate  of  interest  the  bond  pays  on  its 
face  or  par  value.  The  rate  of  interest  earned 
on  the  sum  inoested^  as  distinguished  from  the 
rate  of  interest  received  on  the  'par  vcAtte  of  the 
bond  is  termed  Ihe  basis.  To  detennine  the 
basis  it  is  necessary  to  know : 

First,  the  purchase  price  of  the  bcuuL 

Second,  the  fixed  interest  it  bears. 

Third,  the  number  of  interest  payments 

during  year. 
Fourth,  the  number  of  years  to  maturity. 

These  facts  being  ascertained,  the  basis 
may  be  found  in  a  table  of  bond  values. 

If  a  bond  of  the  par  value  of  $1,000,  ma- 
turing in  seven  years,  bearing  interest  at  5% 
payable  semi-annually,  is  purchased  for 
$1,060.58,  the  investment  earns  only  4%. 
The  bond  has  been  purchased  on  a  4%  basis. 

At  the  end  of  the  first  six  months  the  inter- 
est earned  on  the  investment  is  (at  the 
rate  of  4%  per  annum  on  $1,060.53),  the  in- 
terest received  on  the  par  value  of  the  bond 
is  $25.00,  the  difference  between  the  two 
amounts  being  $3.79. 

[6] 


The  theory  of  scientific  amortization  is  that 
the  difference  between  the  interest  earned  on 
the  investment  and  the  interest  received  on 
the  par  value  (in  the  example  given,  $3.79) 
is  not  income  but  principal.  As  a  bond  pur- 
chased above  par  approaches  maturity  there 
is  an  inherent  and  intrinsic  depreciation  in  its 
value,  and  the  amount  of  this  depreciation  at 
each  interest  period  is  the  difference  between 
the  "interest  earned''  and  the  "interest  re- 
ceived" This  may  be  proven  by  reference  to 
tables  of  bond  values,  where  it  will  be  seen 
that: 

The  value  of  a  5%  bond  purchased  on 
a  4%  basis  with  seven  years  to  run  is  $1060.58 

Tlie  value  <A  the  same  bond  with  six 

and  cme-half  years  to  run  is.   1056.74 

The  depreciation  during  the  first  in-   '■  

terest  period  being   $3 . 79 

On  the  theory  that  this  amount  ($3.79)  is 
principal,  it  shouldnotbepaidto  thelifetenant, 
but  should  be  returned  to  the  prmcipal  of  the 
estate  for  reinvestment,  thereby  reducing  the 
cost  of  the  bond,  as  shown  by  the  trustee's 
books.  The  income  from  this  reinvestment 
would,  of  course,  be  paid  to  the  life  tomnt. 

17] 


This  gives  rise  at  each  interest  period  to  a 

new  book  value  upon  which  the  hf  e  tenant  re- 
ceives interest  at  the  investment  basis,  and 
the  difference  between  this  sum  and  the  in- 
terest received  on  the  par  value  of  the  bond  is 
returned  to  principal  for  reinvestment.  If 
this  process  is  continued  to  the  maturity  of 
the  bond,  the  book  value  becomes  the  par 
value,  and  the  amount  returned  to  principal 
exactly  equals  the  premiiun  paid. 


[8] 


From  Table  I  (on  page  10)  it  will  be  seen: 

(1)  that  the  amount  to  be  paid  the  life  tenant 
at  each  interest  period  is  always  at  liie  rate 
of  4%  per  annum  on  the  book  value  of 

the  bond: 

(2)  that  the  amortization  at  each  period  is 
always  the  difference  between  the  interest 
on  the  par  value  of  the  bond,  and  the 
interest  on  its  book  value  at  the  invest- 
ment basis  rate; 

(3)  that  the  book  value  of  the  bond  at  any 
given  period  is  always  the  sum  the  estate 
would  receive,  if  the  bond  were  sold  on 
the  same  basis  at  which  it  was  purchased; 

(4)  at  any  period  the  book  value  of  the  bond 
and  the  aggregate  of  the  amounts  set  aside 
by' amortization  exactly  equal  the  amount 
of  the  original  investment; 

(5)  that  at  the  matiu*ity  of  the  bond  the  total 
amount  amortized  equals  the  amount  of 
the  premium  paid  for  the  bond. 


[9] 
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In  pro-rata  amortization  as  shown  in 

Table  11  (on  page  11)  the  premium  is  div- 
ided by  the  number  of  interest  periods  during 
the  term  of  the  bond  and  the  quotient  is 
written  off  the  cost  of  the  bond  and  set  aside 
for  re-investment  at  each  interest  period. 

By  comparison,  it  will  be  seen  that  in 
scientific  amortization  the  amount  of  income 
to  be  paid  the  life  tenant  from  the  bond, 
whose  premium  is  being  amortized,  decreases 
at  each  interest  period,  while  in  pro  rata 
amortization  it  remains  the  same. 

In  the  scientific  method  the  bonds,  whose 
premium  is  being  amortized,  are  always  car- 
ried on  the  trustee's  books  at  the  basis  of 
purchase,  that  is,  the  book  value  is  decreased 
at  each  interest  period  by  the  amount  of  the 
amortization.  The  amount  of  interest  to 
be  paid  the  life-tenant  from  the  bonds  is 
calculated  on  the  book  value  at  the  rate  at 
which  the  original  investment  was  made, 
and,  therefore,  his  income  from  that  source 
decreases  at  each  interest  period;  but  in 
addition  to  the  interest  on  the  book  value 
of  the  bonds,  he  receives  the  mterest  from 


re-investment  of  the  amortization  fund.  As 

that  fund  and  the  book  value  of  the  bonds 
always  equal  the  amount  of  the  original 
investment,  the  total  income  paid  to  the  life- 
tenant  is  always  at  the  basic  rate  on  the 
amount  of  the  original  investment.  The 
values  given  in  bond  tables  are  computed 
on  the  basis  of  re-investment  of  the  amortiza- 
tion fund,  at  the  same  basic  rate,  and  such 
re-investment  is  therefore  an  essential  of 
scientific  amortization. 

In  the  pro-rata  method  the  bonds  are  not 
carried  on  the  trustee's  books  at  the  actual 
basis  of  purchase,  inasmuch  as  the  periodic 
amortization  is  only  approximated  ;and  because 
the  amortization  deducted  from  the  bond 
interest  at  each  period  in  this  method,  is 
always  the  same,  the  income  to  be  paid  the 
life-tenant  from  this  source  does  not  vary. 
The  interest  on  the  amortization  fund,  how- 
ever increases  at  each  period,  and,  therefore, 
the  total  income  paid  to  the  life-tenant  is 
less  during  the  earlier,  and  more  during  the 
later  periods  than  is  warranted  by  the  actual 
return  on  the  investment. 

[18] 


When  applied  to  small  amounts  of  bonds 
of  short  maturity,  this  method  does  substan- 
tial justice  between  life- tenants  and  re- 
maindermen and  complies  with  the  legal 
requirements;  but  from  the  examples  given 
in  Tables  in  and  IV,  it  can  be  seen  that, 
when  large  amounts  are  involved,  the  scien- 
tific method  must  be  used  to  do  justice  to  all 
parties. 


[14] 
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